
it directly calibrated to data. As stated on page 29 of the
Godwins report, a value of 1.5 was used for 8, recognizing that
this value most likely overstates the true price elasticity of
demand. Experimentation with the value of 8 indicated that the
impact of SFAS 106 on the GNP-PI increases when the price
elasticity of demand increases. (See the table on page 41 of the
sensitivity analysis in the Godwins report.) Thus, using a high
value of 8 would gu.rd against understating the impact of SFAS 106
on the GNP-PI.

~, which is the ela.ticity of labor supply: The ela.ticity of
labor supply h.s been e.timated econometrically in dozen. of
studies. Rath.r th.n try to e.timat. this .la.ticity again for
the Godwins study, w. referred to surv.y. of .conometric studies
of labor supply. The first compl.te p.ragr.ph on page 30 of the
Godwins report describe. the re.ults of the.e studies and explain.
the choice of the value of zero for the labor supply elasticity.

w. c.n amplify the discussion on p.g. 30 by pointing out that
there is an important difference betwe.n the re.ponse of labor
supply to a tempor.ry change in the real wage and a perman.nt
chang. in the r ••l w.ge. Economi.t. explain the difference by
u.ing the concept. of .n income effect and a .ub.titution effect.
An increa.e in the r.al w.ge incr..... the r.w.rd for working and
c.u••• p.ople to .ub.titut••0.. of th.ir time away from lei.ure
toward working. Thu., the .ub.titution effect of an increase in
the real wage is an increa.e in labor supply. In addition, an
incr.a.e in the r ••l wage make. workers wealthier and reduces the
need tO'work (or equiv.lently ••ke. workers able to afford more
lei.ure and le•• labor). This effect, known as the income effect,
mean. that workers will reduce their labor supply in response to
an increase in the real wage. Thus, the income effect and the
sub.titution effect work in opposite directions: the substitution
effect increa.e. labor supply and the income effect reduces labor
supply when the real wage increases. For a temporary increase in
the real wage, the worker does not become very much wealthier and
the income effect is relatively small. The income effect is
lik.ly to be smaller than the substitution effect and thus workers
would be lik.ly to increase labor supply in response to a
t.~orary increase in the real wag.. In contrast, for a permanent
incr•••• in the real wage, the income effect is likely to be
r.l.tively large. If the income effect is larger than the
sub.titution effect, then workers will reduce their labor supply
in respon.e to a permanent increase in the real wage, which is a
negative labor supply elasticity.

The introduction of SFAS 106 is a permanent ch.nge and thus any
effects on the real wage are to be regarded a. permanent effects
rather than temporary effects. Thu., in choosing a value of the
labor supply elasticity, it is appropriate to use the elasticity
describing the response to a permanent change in the real wage.
The econometric estimates described on page 30 of the Godwins

_______________.-..4.- ~wins _



report refer to permanent wage changes, and the use of income and
substitution effects explains why these estimated elasticities are
somewhat negative. The impact of SFAS 106 on the GNP-PI is larger
for higher labor supply elasticities, and the labor supply
elasticity was set to zero in the baseline calculation to guard
against understating the impact on the GNP-PI.

1, which is the share of nominal expenditure devoted to produced
goods: Given the calibration of the other parameters of the
model, the value of 1 does not affect the calculated effects of
SFAS 106 on GNP-PI or the wage rate. As explained in Part II of
Appendix C of the Godwins report, the model is calibrated so that
in the absence of SFAS 106, prices in all sectors and the GNP-PI
are normalized to equal 1.0. With this normalization, the value
of 1 becomes completely irrelevant to the numerical results of the
model.

~, which measures the disutility of labor: With the specification
of the utility function in equation (Al) in Appendix C of the
Godwins report, the labor supply curve has a constant elasticity
with respect to the real wage. With a constant elasticity with
respect to the real wage, the labor supply curve depends on only
two parameters: the elasticity of labor supply and a location
par..eter. The elasticity of labor supply has already been
discussed. The location parameter w.. chosen to make labor supply
equal to labor demand as indicated in equation (B9) in Part II of
Appendix C in the Godwins report. Given the labor supply
elasticity and the location par4meter, the numerical value of the
parameter ~ is irrelevant.

The production function contains the following parameters:

Pl and P2' which are the shares of labor cost in value added in
sectors 1 and 2 respectively: In the b..eline calculations, each
of these parameters is set equal to 0.64 which is the share of
labor cost in value added for the U.S. economy as a whole.

Al and ~, which are productivity parameters in sectors 1 and 2
re.,.ctively: These parameters affect the demand for labor in
each .ector. They are calibrated so that when labor supply equals
labor ~, 68' of the labor force is employed in sector 1 and
32' of the labor force is employed in sector 2. The details o~ ~
this calibration are contained in Part II of Appendix C, pp. ·58­
59.

Response to request (2): provide the same information as in (1) for any
alternate functional forms that were used.

Experimentation with different functional forms and different
par..eter values involves a fundamental tension. On the one hand,
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experimentation with different functional forms and different parameter
values offers the benefit of learning how robust the results are to
various changes in the model. On the other hand, experimentation may
allow the researcher to go on a "fishing expedition", fishing for the
functional forms and parameter values that deliver the most pleasing
result. We tried to strike the appropriate balance by not experimenting
with functional forms (except as described below) and by reporting the
results of experimentation with parameter values in the sensitivity
analysis .

The only change in the model that might be construed as a change
in functional form occurred while the model was in a developmental stage
before Godwins was engaged by USTA. In the developmental stage, the
original (simpler) functional form for labor supply assumed that the
labor supply elasticity must be zero. However, we modified the labor
supply function to its current form to allow the labor supply elasticity
to be either zero or nonzero. In a sense, this change was not really a
cha~ge in functional form because the original labor supply function is
a special case of the labor supply function used in the Godwins report.
The baseline calculations use a value of zero for the labor supply
elasticity, but we decided to allow for nonzero labor supply
elasticities so that we could perform a sensitivity analysis on the
labor supply elasticity. The results of the sensitivity analysis are
reported in section IV of the Godwins report.

The functional form used for the production functions is the Cobb­
Douglas production function. This functional form is perhaps the most
widely used functional form for production functions.

The functional form of the utility function was chosen so that the
elasticity of labor supply and the price elasticity of demand for each
good are all constant. Various constant values of these elasticities
were used in the sensitivity analysis. The functional form of the
utility function was also chosen to incorporate the effects on demand of
the aggregate price level as well as the individual sector prices.

Response to request (3): provide the data used to estimate the model.

M explained above, the model used in the Godwins report is not an
econa.atric model. The choice of values for various parameters was
described in response to request (1).

Response to request (4): provide the data used in making forecasts from
the model.

Conventional large-scale co..ercial econometric models are
frequently used to make short-run macroeconomic forecasts of a variety
of macroeconomic variable.. The forecasts are condition.l forecasts
which means that the forecasts depend on the assumed future values of
various input variables to the model. For such models, it is important
to examine the data used in making forecasts from the model as well as
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summary statistics describing historical forecast accuracy (which is
related to request (lc) above).

The macroeconomic model in the Godwins report is not a
conventional short-run forecasting model. The only additional data that
is used to calculate the macroeconomic effects of the introduction of
SFAS 106 is the direct percentage increase in labor costs for firms in
sector 2. In the baseline calculations a value of 3' is used for the
direct percentage increase in labor costs for firms in sector 2. In the
sensitivity analysis values of 2' and 5' are also used.

Sumaary statistics are often used to gauge the forecasting
accuracy of conventional short-run econo.etric forecasting models, but
such statistics are not appropriate in the case of the macroeconomic
model used in the Godwins report. Short-run econo.etric forecasting
models produce forecasts of a variety of economic variables and, after
the fact, the accuracy or forecast error of each forecast can be
evaluated. For instance, a model could be used in 1992 to forecast GNP­
PI in 1993. Then after we learn what the actual value of GNP-PI turns
out to be in 1993, we can calculate the forecast error as the difference
between the forecasted value of GNP-PI and the actual value of GNP-PI.
Then after several years, the accuracy of the forecasts can be gauged by
appropriate summary statistics of the forecast errors.

Th••odel in the Godwins report is not a for.casting mod.l in the
s... s.n•• as the larg.-scale commercial econometric models. The model
is not d.sign.d to forecast the actual level of GNP-PI. Instead it is
design.d to estimat. the change in the lev.l of GNP-PI that results from
the introduction of SFAS 106. That is; the mod.l is de.igned to
calculat. the difference between the actual value of GNP-PI after the
introduction of SFAS 106 and the value of GNP-PI that would have
prevailed if SFAS 106 were not introduced. Even after the fact, when we
obs.rve the actual value of GNP-PI in the pres.nce of SFAS 106, we will
not b. able to as•••• the accuracy of the .odel in the standard way.
R•••mb.r that the .odel produces an estimate of how much different GNP­
PI is as a result of the introduction of SFAS 106. To assess the
accuracy of this .stimate we would need to know the actual level of GNP­
PI after the introduction of SFAS 106 and we would also need to know the
value that GNP-PI would have had if SFAS 106 w.re not introduced. Even
after the fact, we cannot observe or directly m.asure the level that
GNP-PI would have taken in the absence of SFAS 106. Thus traditional
mea.ure. of forecast accuracy cannot be used to assess the accuracy of
the modal in the Godwins report.

Three additional remarks are in order at this point. First, the
model is specifically designed not to be a foreca.ting model but instead
to focus on how much different GNP-PI is as a result of the introduction
of SFAS 106. This focus is exactly the question at issue in the Godwins
report.

Second, the fact that the model in the Godwins report cannot be
evaluated by the traditional measures of forecast accuracy does not mean
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that the model cannot be checked against reality. The parameters in the
model were calibrated so that the values of labor share of total cost,
and the share of employment covered by SFAS 106 produced by the model
matched up with actual values of these numbers.

Third, our confidence in the model's numerical results is
bolstered by the sensitivity analysis which indicates that our results
are quite robust to change. in the values of the model's parameters.

Respon.e to request (5): provide the results of any sensitivity analyses
performed to determine the effect of using different assumptions.

As mentioned above, Section IV of the Godwins report, pp. 34-43,
is devoted to the sensitivity analysis. In particular, pp. 37-39
specifically discuss the sensitivity analysis of the macroeconomic
model. The numerical results of the sensitivity analysis are presented
in the table on page 41.
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stDOW\Y

USTA provides a detailed response to the objections raised

by the opposinq parti.s pr.pared by Godwins reqardinq its study.

The response clearly refute. the objections and demonstrates that

the Bureau can rely on the soundness of the study and the

validity of its r.sults in recoqnizinq OPEB costs as exoq.nous

for pric. cap purpo••••

USTA also rebuts as••rtions mad. that OPEB cost. have

already b••n r.fl.ct.d in the Commission's lat.st r.prescription.
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Before the
FEDERAL COMMUNICATIONS COMMISSION

Washington, D.C. 20554

In the Matter of: )
)

Treatment of Local Exchange )
carrier Tariffs Implementing )
statement of Financial Accounting )
Standards, "Employers Accounting )
for Postretirement Benefits Other )
Than Pensions" )

)
Bell Atlantic Tariff FCC No.1)

)
U S West communications, Inc. )
Tariff FCC Nos. 1 and 4 )

)
Pacific Bell Tariff FCC No. 128 )

CC Docket No. 91-101

Transmittal No. 497

Transmittal No. 246

Transmittal No. 1579

REBtJ'l'TAL TO OPPOSITIONS TO DIRECT CASE
OF THE

UlfI'1'ID STATES TELlPHONl ASSOCPtTION

The United States Telephone Association (USTA) respectfully

submits it. Rebuttal to the Opposition. to Direct Ca.e which were

filed July 1, 1992 in the above-referenced proceeding.

I. •

In it. Direct case, USTA supported the eXOCJenous treatment

of the incr..ental cos~s of i~l..en~ing S~at..en~ of Financial

Accoun~inq S~rds -106 (SPAS-106), "z.ployers Accounting for

Postre~ir..-n~ Ben.fi~s Other Than Pensions" (OPES). USTA

commissioned the Godwins s~udy, "Pos~-Re~irement Health Care

StUdy Comparison of TELCO Demographic and Economic Structures and

Actuarial Basis National Averages" (1992). That study analyzes

the impact of SFAS-106 on GNP-PI and, in partiCUlar, the extent

to Which the GNP-PI will reflect the increase in cost.
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experienced by exchange carriers as a result of implementing

SFAS-106. The study shows that the impact of implementing SFAS­

106 will not b. double-counted within the context of the price

cap formula.

In oppositions tiled July 1, 1992, AT&T, MCI, Ad Hoc

T.lecommunication. U••rs Committ.. (Ad Hoc) and ICA att.mpted to

raise objections to the Godwins study. MCI, Ad Hoc and ICA also

all.ge that the impact ot impl.m.nting SFAS-106 was retl.cted in

the lat••t Commi••ion r.pr••cription ot .xchang. carriers' rate

ot r.turn. USTA will r.tut. th••• point. in it. R.buttal.

II. GORUM ''1'PPJ.

Attach.d h.r.to i. a d.tail.d r ••pon•• to the obj.ction.

rai••d by the oppo.ing parti•• pr.p.r.d by Godwin.. Th. response

cl••rly r.fut•• the obj.ction. and d.mon.trat•• th.t the Bur••u

c.n r.ly on the .oundn••• of the .tudy and the v.lidity ot its

r.sults in r.cognizing OPIB co.t••••xoq.nou. for pric. cap

purpo••••

Th. r ••pon•• fir.t di.cu•••• the i ••u. ot double counting.

Th. Godwins .tudy .ddr..... double counting which could occur in

the incr..... in the PCI due to incr..... in the GNP-PI caus.d by

compani•• with OPEB li.biliti•• r.fl.cting tho•• co.t. through

high.r pric.s. No opposing p.rty cast. doubt on any ot the basic

tindings ot the .tudy. Th.r.tor., the Bur••u should adopt the

study's conclu.ion th.t double counting could account tor 0.7
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percent of the increase in costs attributable to SFAS-106, that

14.5 percent of the increase could be recovered through a

reduction in the national wage rate and that the remaining 84.8

percent of the increase in costs are exogenous.

The respon.e clarifies a misconception of the opposing

partie. by explaining that it i. the increa.e in expense due to

the SFAS-106 accounting change that should be afforded exogenous

treatment, and not the SFAS-106 expen.e.

The re.pon.e explain. that the alternative. sugge.ted by

oppo.ing partie. to determine the extent of double counting do

not even addre•• the true .ourc. of pot.ntial double counting.

S.cond, the Godwin. r ••POn•• r.fut•• obj.ction. rai••d

regarding the actuarial analy.i.. Godwin. point. out that AT&T's

cont.ntion that the .tudy i. flaved becau.. the gov.rnm.nt s.ctor

is .xclud.d i. ba.ed on a ai••tat...nt of fact. MCl's criticism

r.garding the u.. of data froa only on. in.uranc. company only

d..on.trat•• that MCl failed to appr.ciat. the validity of the

data and how it va. utiliZed in the .tudy. Godwins also

addr••••• Ad Hoc'. cont.ntion that it did not includ. the .ffect

of "standard .rror".

Th. r ••pon.. support. the r.asonabl.n.s. of the actuarial

assumption. utiliz.d in d.t.rmining the ratio of GNP-BLI to

TELCO-BLI. In addition, Godwins r.affirms its finding that labor
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costs of non-exchanqe carrier firms sponsorinq retiree medical

plans will increase 3.19 percent as a result of SFAS-106.

Godwins also responds to objections reqardinq the

macroeconomic analysis.

Finally, Godwin. rebut. the report prepared by Economics and

Technoloqy, Inc. (ETI). A. Godwin. explain. this report is

unprofe.sional in that it contains numerous misrepresentations

and distortions.

III. AD or UZmqr uru'QlInIOJI.

The opposing parties have missed the point in assuming that

the latest Co.-ission repre.cription of rate ot return made

exchange carrier. whole. 1 Specifically, BTl contend. that

eXchange carrier. have ignored econoaic effects to the extent

that SFAS-106 liabilities were reflected in RBOC .hare price. as

used by the Ccmai••ion in .etting the rate of return. MCI

state. that SFAS-106 co.t. were eabedded in the initial price cap

rate. and that to provide exogenous treataent for the.e costs

would re.ult in double counting. Thi. clai. is supported in an

affidavit attached to MCI'. filing by Profe.sor Allan Drazen.

In .tating the.. claias, the opPO.ing partie. are simply

making the wrong argwaent on .everal count.. First, they have

ignored the fact that eXchange carriers are regulated on their

iaa, Co..ents of Ad Hoc at p.17 and MCI at pp.11-17.
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accounting records. In monitoring a company's books, the

regulator must recognize any change in accounting rules that

affects the company's earnings which is not otherwise accounted

for and make an adjustment for the change. The regulator, by

setting a fair rate of return, has not obviated the obligation to

compensate the company for any reasonable and necessary

expenditures.

Second, the oppo.ing partie. have completely mis.ed the link

between ri.k and return. They have not shown any change. in the

co.t of capital cau.ed by changes in company risk or change. in

capital market condition.. They have simply contended that a

po.tulated change in the .tock price of a company automatically

implies a change in the co.t of capital. Their argum.nt. are

both un.upport.d and .rron.ou.. Chang•• in the co.t of capital

are cau••d by chang.. in ri.k, not simply by a change in stock

pric., a. the opPO.ing parti •• cont.nd. In fact, the Commission

has .tat.d that RCa)n incr•••• in the pric. of a .tock, how.ver,

may l.av. the .tock'••xpected r.turn unchang.d if the pric. rose

to adju.t for hiqh.r anticipated profit. rath.r than low.r

inv••tor perc.ived ri.k. Rz

Th. exi.t.nce of post-.-ployaent m.dical liabilities is not

n.w to an.lysts and inv.stors. Th••xt.nt to which th•••

2 R.pr.scribing the Authoriz.d Rat. of R.turn for
Int.rstat. S.rvic•• of Local Exchang. Carri.rs, Cc
Dock.t No. 89-624, Ord.r, 5 FCC Rcd 7507, r.l.as.d
D.c.mb.r 7, 1990 at paraqraph 133.

5



liabilities were incorporated in the stock price of a company was

not affected by or based on the adoption of SFAS-106. Such

liabilities were always an economic reality. The only thing the

adoption of SFAS-106 did was to affect the accounting of these

costs and, potentially, the recovery of these costs through

rates. If stock prices were reduced by these liabilities, it was

not due to SFAS-106. Further, even if stock prices were reduced

by expectations, the need for exogenous treatment has not been

eliminated.

As the Commission was considering the represcription ot

rates tor exchange carriers, recovery ot SFAS-106 costs was a

reasonable expectation of the investment community. Exchange

carriers expected that changes to GAAP would be exogenous and

that an accrual account tor retiree nonpension benetits would

require a GAAP change. The record betore the Commission

retlected a consensus on this i ••ue:

USeA Chang.. All tho.e cc.aentinq on the treatllent ot
co.t. attributable to cbanqe. in our Unitora Sy.t.. ot
Account. aqr.. that th... co.t. .hould be con.idered
exogenou.. • •• Nonethele•• , becau.e change. in GAAP
cau.e chang.. in the regulatory accounting procedure.
ot carrier. under our jurisdiction only atter we tind
sucb chang.. ca.patible with our regulatory accounting
needs, we conclude ••• that AT'T .hould adjust it.
price cap to reflect such change. in GAAP only atter we

~:::~~~~chc:a~~:g~~r ~:en~c:~ppo.e the s...

Exchange carrier. exp.cted that accrual accounting tor

policy and Rules concerning Rate. tor Do.inant
carriers, CC Docket No. 87-313, Report and Order and
S.cond Further Notice ot Proposed Rul_aking, 4 FCC Red
2873, released April 17 1989, at paragraph 654.
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retiree nonpension benefits would require a GAAP chanqe.

The commission did not further address exoqenous cost

treatment of either GAAP chanqes, USOA chanq_s or SFAS-106.

Thus, no indication was qiven to investors by the Commission that

price cap exchange carriers would not receive exogenous cost

recovery for the incremental SFAS-106 costs imposed by the GAAP

change. In fact, it was expected that price cap exchange

carriers would obtain increased revenues to cover the increased

costs of SFAS-106 implementation.

The ETI report states that SFAS-106 costs "were reflected in

the share price. of the LEC and other firm. evaluated by the FCC

for the rate of return represcription upon which the LEC price

cap plan was ba.ed· and that ·the Commission should fairly

conclude that SFAS-106 effect. already are discounted to some

deqree in the existing natignwid. ay.rage rat. of return

pr.scribed tor all carri.r•• •• ETI .upport. this .tat...nt by

noting that ·a large data ba.e ot h.alth care prices, costs,

••ploy.e contribution. and co-payment., eligibility requirem.nts,

d.ductible. and other in.urance requirem.nts" was available to

"actuarie., .ecuritie. analysts, insuranc. and benetit.

consultants and any other analy.t who may have cared to compute

pot.ntial long-term health care co.t. for any seqaent of the

• Oppo.ition ot the Ad Hoc T.lecommunication. Us.rs
committee to Direct cases, tiled July 1, 1992, at
Appendix I, p.2.
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population. ,,~

In addition, the ETI report states that:

the FCC's represcription of the industry-wide rate of
return for LECs explicitly relied upon Institutional
Brokers Estimate Service (IBES) data on dividends,
earnings and stock prices as part of the discounted
cash flow analysis used to establish the prescribed
return on equity. IBES data were determined by the FCC
to be a reasonable expectation of investor

t ' 6expecta 10n•.

The ETI report neglects to point out that if the prospect of

SFAS-106 costs would impact stock price., it should also impact

dividend and earning. growth expectation., for it is these very

expectations which attect stock price.. It follows then that,

just a. the pre••ure on .tock price. would pre.umably be

downward, so would the impact on dividend and earnings growth

expectation. (ab.ent exogenous treatment, obviously). Therefore,

it stock price. are lower and it dividend and earning.

expectation. are lower, it i. entirely po••ible, even likely,

that the co.t ot equity would be largely unaftected , certainly

not higher a. BTI contend•• '

MCI make. the .... error a. BTI. Both con.ider one variable

in the equation, that i., purported .tock price etfect••

CUriously, however, they do acknowledqe the impact on earninq.

expectationa, but not in any quantitative way, when they state

5

6

,

Id. at p.ll.

lsi·

The oppo.ing partie. all reference the Discounted Cash
Flow (DCF) analy.i. when di.cu••inq the co.t of equity,
whereby co.t ot equity i. the .um of the dividend yield
and expected growth in dividends.
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that "(a)ny negative consequence to earnings or profitability

caused by the expectations of SFAS-106 costs was recognized by

the market participants and resulted in downward adjustment to

the price ot the stock."a This lack ot recognition of the

"negative consequence to earnings" is amply demonstrated in the

aftidavit prepared by Protessor Drazen where the author reters

only to "the ettect that the anticipated adoption ot SFAS-106 may

already have had on the price ot the LEC.' stock and hence on the

rate ot return to capital on which current rate. are based."'

Apparently Protessor Drazen i. not completely unaware ot the

ettect on growth expectations, as he goes on to state:

(t)he cost ot equity calculated by the DCr tormula is
the sum ot the dividend yield and an estimate ot the
long-tera growth in dividend. G. A tuture regulation
such as SrAS-106, which is anticipated to induce a
discrete downward adjust.ent in accounting protit. when
tirst adopted but who.e exact initial impact is
uncertain, should have a clear effect in reducing the
stock price but a far le.. clear effect on estimate. of
G.

10

Drazen further contend. that:

when there i. aqreeaent on the diractign of the effect
of a r8CJUlation on profitability, but uncertainty about
it. exact i1apact bafore it i. adopted, there will be a
fall in the .tock price, and hence an increa.e the
yield (.ic) and in the co.t of equity as mea.ured by
the ocr formula bafore the regulation is adopted. u

• Oppo.ition of MCl Teleco..unications Corp. Direct
Ca.e., filed July 1, 1992, at Appendix A, p.1S. [MC!
Appendix A.]

,
14· at p.2.

10
14· at p.3.

U 14· at p.4.
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Is the Commission to believe, then, that because there is

purportedly uncertainty regarding the magnitude of the effect on

G, it is to be ignored? surely, without adequate rate recovery,

there is no such uncertainty regarding the direction of the

impact on G. In fact, later on, Professor Drazen admits there is

some uncertainty in the measure of the "increase in the present

discounted value of anticipated retiree health liabilities"

presented in the referenced Mittelstaedt and warshawsky stUdy

[Warshawsky] when he allows "(t)his estimate has a large

confidence interval however."12 He further states that "(t}he

Warshawsky estimates sugqest that with the high daqree of

uncertainty reqardinq the impact of SFAS-106 before it was

adopted, there was a clear depressinq effect on stock prices."13

It is, therefore, hard to reconcile this admitted

"uncertainty" and "large confidence interval" with Professor

Drazen's premise that there will be a "clear effect in reducing

the stock pricew14 and hia deciaion not to incorporate any

effect on dividend and earnin9a qrowth expectations. Clearly,

this sort of impl..entation of the DCF would lead to upwardly

biased eatimate. of the coat of capital and not a "true"

adjustment to the coat of capital as postUlated by the author.

The Warshawsky eatimates are founded on unsupported

12
~. at p.5.

13
~.

14
~. at p.3.
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assumptions, which may be the reason for the lack of statistical

robustness in the results. The authors themselves admit this

imprecision in their own abstract. "(R)esults suggest that

market estimates ot the liabilities are imprecise. To the extent

that the imprecision is due to insufficient accounting

disclosures, signiticant price adjustments, upward and downward,

may occur when intormation required by a new accounting standard

is disclosed. ,,15

Drazen's contention that "(t)he possibility that an anticipated

tuture cost increase will be reflected in a higher current cost

of equity is noncontroversial in theory,,,l' is contradicted in

the same article used in Warshawsky's paper:

Although many corporate executives concede that
the new rule would slaah reported earnings and reduce
book valu.. aubatantially, the FASB propoaal so far has
cauaed little atir on Wall Street•••• shruga Lae
Seidler, an accountinq aRecialiat with Bear Stearna,
"It will be a big yawn."

Additional evidence on the lack ot conaenaua among analysts

and investors of the impact of SFAS-106 on stock pric.. at the

time ot the Co.-iaaion'a repreacription is evident in the s..e

article:

15

16

17

M. Warshawaky, "The I.pact ot Liabilitiea for Retiree
Health senetita on Share Pricea," Finance and Economics
Discuasion Seriea paper 156, Division ot Monetary
Affaira, Federal Reaerve Board, Washington, D.C., April
1991, Abstract. (Emphasia added.)

MCI Appendix A at p.4.

Henriques, Barron's, April 17, 1989 at p.8.
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Only about a fourth of the corporations surveyed
in Foster Higgin's annual health care benefits survey
have even a rough idea of what their potential
liabilities would be under the FASB proposal, says Pat
wilson. "00 they know the general magnitude? Yeah,
they have a feel for it. They know if it's bigger than
a bread-box, smaller than a battleship. But do they
know what the effect will be on their income statement
over time? No. The percentage that really knows that
is much, much lower."

But, however slow corporations have been to assess
the potential consequences of the FASB rule, they're
leaque. ahead of Wall street.

"I don't think anyone even has a good idea of how
to stlrt dealing with this, how to develop the logic by
which they can anticipate who would be affected,"
admits Robert Willens, a senior vice president at
Shearson Lehman Hutton. There's a large body of people
who think this will never get iftPlemented, so they just
haven't given it much thought."

The sale quote relied on by Warshawsky, by an analyst at

Salomon Brother., wa. immediately followed in the article by this

statement:

Willens doesn't bUy that. "I don't see how that
could be the ca.e when people are ju.t now beqinning to
get an idea of the potential implications," he
protests. "They're not even close to being reflected
in the stock price."

The underlying weakne.s in all of the arquaents made to

support the view that the cost of capital, as estimated by the

Commission, already contains a pr..ium to account for SFAS-106

co.t. is quite straightforward. Any perceived stock price

effect. are caused by possible changes in dividend and earnings

growth assumptions. The stock price effects do not materialize

on their own, the two go hand-in-hand. Even Profe.sor Drazen

II

19

14·
14. at p.9.
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acknowledged this linkage when he states that "(e)fficient

markets th.ory' argu.s that a future anticipated change in cost

and h.nc. earning. will be r.flected in current stock prices. ,,20

Th. opposing parties have taken a postulated change in stock

price. and imputed a change in cost of capital completely at odds
\

with the literature they cit.d and with the Commission's own

stat.m.nt. and in violation of th.ir r.lianc. on the DCF method

to estimate the cost of equity.

IV. C9ICLRIIOII.

Ba••d on the foregoing, USTA urg.s the Co.-ission to

recognize OPEB cost. as exogenous for pric. cap purpo••••

R.spectfully .ub.itted,

UNI~~ATES TELE7tlPR ASSOCIATION

By \ r\~-<;;;>

Martin T. McCU.
General Coun••l

Linda Kent
As.ociat. General Couns.l

900 19th Street, NW, Suit. 800
Wa.bington, D.C. 20006-2105
(202) 835-3100

July 31, 1112

Attachllent

20 MCI Appendix A at p.3.
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